




Appendix 1 

Numerical Example of Sale-Leaseback Under Present Law 

Parties: �C�o�~�o�r�a�t�i�o�n� X, the nominal lessee, which expects to have no 
�~�n�c�o�m�e� tax �l�~�a�b�i�l�i�t�y� in future years 
Corporation Y, the nominal lessor, which expects to have income 
taxable at a 46-percent rate. 

Agreement 

1. X ?urchases new equipment having a 10-year ADR life for Sl million. 
2. X sells the asset to Y for Sl million. Y pays X S200,000 cash 

and an S800,000 note. The note is for 15 years (150 percent of ADR 
life) at 15 percent annual interest and is paid in equal annual install
ments of S136,800 (that is, a level payment loan). 

3. Y leases the equipment to X for 15 years and charges an annual 
rental of S136,800, which exactly offsets the debt service. Thus, the 
only money which changes hands between X and Y is S200,000 from Y to X. 

4. At the end of the lease, Y sells the equipment to X for Sl. 

Results 

1. X purchases a Sl million asset for S800,000. (X's rental payments 
and receipt �o�~� loan payments do not �a�~�f�e�c�t� casn tlow--because they are 
offsetting--or tax 1iability--because X is not in a taxable position.) 

2. Y purchases for S200,000 tax savings worth more than S200,000. 
Y's tax �s�a�v�~�n�g�s� year by year are shown below. Y has �d�e�d�u�c�t�~�o�n�s� �~�o�r� de
preciation (column 2) and interest paid (column 3), and it has rental 
income (column 4). Y's net deduction and tax change are shown in 
columns 5 and 6, respectively. The present value of this stream (dis
counted at the after-tax rate of 8.1 percent, which corresponds to a 
pre-tax rate of 15 percent) is S321,000. Thus, by paying S200,000 to 
X, Y pays S321,100 less in tax, a gain of S121,000 in constant (present) 
dollars. 

Another way to express Y's gain is as follows. If Y had purchased 
at par a 15-year, 15-percent bond for S200,000, then Y would have (net 
of tax on interest income) S643,300 after 15 years. On the other hand, 
if Y invests the tax savings of column 6 at 15 percent, then Y would 
have (net of tax on interest income) Sl,032,700 after 15 years, a gain 
of S389,400 in comparable (future) dollars. 

Benefits and Costs of Leasing to Y 
(All amounts in Sl,OOO) 

Deductions 
Interest Rental Change 

End of year Depreciation paid income Net in tax 

° 150 0 ° 150 -169.0* 
1 220 120.0 136.8 203.2 -93.5 
2 210 117.S 136.8 190.7 -87.7 
3 210 114.6 136.8 187.8 -86.4 
4 210 111.2 136.8 184.4 -84.8 
5 107.4 136.8 -29.4 13.5 
6 103.0 136.8 -33.8 15.6 
7 97.9 136.8 -38.9 17.9 
8 92.1 136.8 -44.7 20.6 
9 85.4 136.8 -51. 4 23.7 

10 77.7 136.8 -59.1 27.2 
11 68.8 136.8 -68.0 31. 3 
12 58.6 136.8 -78.2 36.0 
13 46.9 136.8 -90.0 41. 4 
14 33.4 136.8 -103.6 47.6 
15 17.9 136.8 -119.0 54.7 

it Includes regular �i�n�v�e�s�~�~�e�n�t� tax credit of S100,000. Lease is 
executed at end of taxable year. 





Appendix 2 

ITC Strip 

There has been some discussion of whether the new safe harbor 
leasing provisions can be used to transfer the investment credit 
(ITC) attributable to a property without also transferring the 
associated cost recovery deductions through a transaction some
times referred to as an "ITC strip." It is not clear at present 
whether this transaction will be permitted. 

The contemplated transaction would combine the new safe harbor 
leasing rules with the rule of prior law (sec. 48(d)) which permits 
the lessor of property to pass through the ITC to the lessee (in 
effect treating the lessee as the owner for ITC purposes) even 
though the lessor remains the owner for all other tax purposes and 
thus cannot pass through the depreciation benefits. If the ITC 
strip were to be permitted, it would be accomplished by having the 
user of the equipment lease it in a safe harbor lease to the company 
which is in effect acquiring the ITC. An election under section 
48(d) would be made to pass the ITC to the lessee. The lessee would 
then sublease the property back to the user. The sublessee/user 
would retain the depreciation benefits as owner/lessor and the 
lessee/sublessor would obtain the ITC pursuant to the section 48(d) 
pass-through election under the original safe harbor lease. 

The ITC strip may be illustrated by the following example of a 
company that acquires a $1 million of equipment for use in its 
business. It would like to "sell" the ITC attributable to the equip
ment because it is currently in a tax loss position. However, it 
projects long-term profitability and thus would like to retain the 
depreciation benefits which, assuming its prOjections are correct, 
it will be able to use in the years they arise. Accordingly, it 
would lease the equipment to the "buyer" of the ITC under a safe 
harbor lease and would elect to pass the $100,000 ITC through pur
suant to section 48(d). Simultaneously, the "buyer" of the ITC 
would sublease the property back to the loss company under terms 
substantially similar to those contained in the original lease. The 
rental payments from the ITC buyer to the loss company on the original 
lease would exceed the offsetting rental payments in the opposite 
direction under the sublease by, say, $150,000. Assuming the $150,000 
excess rent is deductible at a 46 percent rate, the lessee/sublessor 
would have purchased the $100,000 credit for an after-tax cost of 
$81,000 (54 percent of $150,000). 




